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December 19,2003 

Mr. Jonathan G. Katz, Secretary 
Securities and Exchange Commission 
450 Fifth Street, N.W. 
Washington, DC 20549 

Re: File No. S7-19-03 

Dear Mr. Katz: 

The American Federation of State, County and Municipal Employees 
("AFSCME") is the nation's largest public service employees' union representing more 
than 1.4 million members. Most of them participate as members and plan beneficiaries i n  
over 150 public pension systems whose assets total $I .itrillion. The AFSCME 
Employees' Pension Plan is a long-term shareholder that manages $500 million in assets 
for its participants, who are staff members of AFSCME. Ji'e write in response to your 
request for comment on proposed amendments to the Commission's proxy and other rules 
entitled "Securit> Holder Director Nominations" (the "Proposed Rules") 

State and local retirement fimds in aggregate hold about 13 percent of all publicl) 
held stock. These fiinds operate as fiduciaries responsible for the retirement benefits of 
public employees. As such they are the quintessential long-term stocltholders with 
actuarial benefit obligations ranging up to thirty years. The consequences of corporate 
malfeasance and the subsequent fall in investor confidence has been dramatic for puhl~c 
Sunds and the state and local governments that are ohligated to malie up anq ln\/estment 
shortfall so that beliefits can be paid. In fact. there has been a drainatic decline In publ~c 
timds assets of $300 billion between January 1. 2001 and December 3 1. 2002 based on 
Federal Reserve Tlon of Fimds reports Nearlq all (OFthis decline i \  attributed to losses 11: 

public equities. and does not include the additional $30 billion in public contribut~ons 
made during this period. The impact 011 AFSCME ~nembers is palpable. A spriny ZOO3 
report by the Wilshire Associates pension consultants discusses the -'rapldlj, deterlorat~ng 
financial health" of public retirement systems whose funding ratios have fdlen by more 
than 20 percent. 

The particular characteristics of public pension fiulds make corporate gob ernancc 
reform. generally. and proxy access. speciiically, essential to asset stewardship. PubIic 
systems by nature of their immense size must achieve their diversification requirements b\ 



essentially owning the marliet. I'herefore, these funds on a\ erage have more than 70 percent ot 
their public equity assets allocated to passive marliet indexes. In~prol-ed corporate governance 
and thc ahility to hold failed or non-performing boards accountable becomes a liey approach to 
creating long-tern1 value in these assets. 

As a result. we feel a real sense of urgency about restoring accountability to our s j  \tern 
of corporatc governance. 'The Proposed Rules wo~lld help substantial, long-term shareholders do 
lust that. though we believe that some changes to the Proposed Rules, discussecl below 111 more 
detai 1. -cvould make them more effective. We thus applaud the Co~nmission for proposing t h ~ s  
important change in the face of well-organized, well-f~~nded and vigorous opposition fioln 
corporatc managements and those who serve them. 

It is critical to state up front what this debate is really about. It is not. as some opponents 
of thc Proposed Rules have argued. about dramatically increasing the number of contested 
elections at well-run companies out of some misguided notion that proxj contests are then~selves 
benefi cia1 to individual conlpanies or our economy. Nor is ~t about forcing boards to be even 
more attuned than they already are to short-term financial metrics and the demands 01' investors 
who follow the "Wall Street Walli" and communica~e dissatishction by selling their stock. 
Finally. it is not simply about increasing the number of directors who possess "resume" or formal 
independence from companies, a task that has already been accelerated by Sarbanes-Oxley and 
the sto& exchange listing standards but which we view as a starting point rather than an end in 
itself. 

Rather, the debate currently under way over shareholder access to the company proxj 
statement is about whether it makes sense as a matter of public policy to provide a mechanism 
for substaiitial, long-term responsible owners to effect limited change at the board level in EI cost-
effectise may when tllcre is a consensus among thosl: owners and other shareliolciers that such 
changc n~oiilcl. on balance. be morc helpful than damaging to shareholder value. \Ye tl~ink the 
obvious right answer to that question is yes. 

7 wo recent surveys co~nmissioned by AFSCME confirm the importance to investors of a 
strong right of proxj access. In September 2003 AFSCME commissioned Lussier, Gregor. 
Vienna & Associates to survey the 50 largest public pension funds to determine horn the) ~ i c n  
the importance of such a rule and how they might use it.' The results show that 80 percent thmk 
that it's important (30%) extremely important; 37% ver? important: and 13%~ important) to 
empower groups of shareholders to use a corporat~on's p roq  to nomlnate directors as CI method 
to improve corporate governance. These funds represent 1 187 trillion dollars In ~tsscts. \ ex I \  
70 percent of the fundsthat administer then- own proxy voting policy can foresee a sltuatlon 111 

wh~chtheir hind. either indi\idually or with a group. \could seek to nominate candidates on thc 
company proxy card. Seventy eight percent of the f~mds would consider voting for a shareholder 
nolninatccl slate. 

These \ iews go well beyond the nation's largest institutional investors and are. in fact. 
embraced broadlj, by America's individual investors. 'The key findings of an August 2003 
~arrislnteractive' survej of more than 1.000 individual investors reveals the following: Eight! 
percent of survey participants think there should be a process to allow shareholders to nominate 
candidate> for hoards of ctirectors: Ninety percent agree that corporate misconduct has \\wkeued 

I * .Refoming  Corporate Director Elections: A Survey of the Nation's Largest Public Employee Retirement I'lal~s 
Lussier. Gregor. Vienna & Associates, October 1 ,  2003.
'V i e w  ot.Col-pol~~te Govei-nance, Harrislnteractive Market Research, September 13. 2003 



ill\ estor contidencc in thc stock market; More than half of the shareholders agree t h a ~  corpoi-atc 
management is not in the best position to decide who slioulcl be nominated to the board of' 
d~rectors. 

A shareholder access right. circimscribed in the ways we discuss more fully below. 
\vould accomplish three important objectives. First. it would give shareholders with the right set 
of incentives a tool that would allow u significant intervention-the inclusion of a small number 
(~i'dircctorcandidates on the compan) proxy statenlent-in those cases ~u \\hlch the pro\\ 
process has broken down and the value of shareholders' investment is in serious peril. By the 
"right" inccntives. we mean that a well-crafted shareholder access right nould. as the Proposed 
Rules do, cuclude shareholders bent on a takeover of the cornpan>. diort-term holders a!ld tho\< 
whose economic stake in the company, aggregated with otlier lilie-mindccl shareholders. doe\ not 
rise to a significant level. 

Second, a shareholder right of access would promote meaningful communication 
between shareholders and boards of directors. We anticipate that the access right would be used 
sparingly, at companies with the most persistent and severe problems. In the vast majority of 
cases. shareholders and boards would engage in dialogue as a way to understand one another's 
perspectives and arrive at mutually agreeable solutions. The existence of an access right would 
form part of the background to these discussions, and would require resistant. entrenched boards 
and managements to come to the table or face shareholder nominated board candidates in the 
liiture. At a recent conference, Peter Clapman. who heads TIAA-CREF's corporate governance 
p-ogram--known for its "quiet diplomacyq*--stated that his efforts mould be aided by negotiat~ng 
in the shadow of a shareholder access right. 

Finall>. shareholder intervention using a proxy access right would be a substitute for 
blunter. more costly. and less efficient means of redress. The last set era1 years hakc seen. in 
addition to heightened shareholder activism. an increase in class action securities I~tigation. 
deril a tne  litigation and corporate banltruptcies. Although the hostile talico~ er market has been 
relatively quiet of late. and bidders are constrained both by state law and corporate takeover 
defenses. a revitallzed market for hostile takeovers has been recently reproposed as a method o t 
disciplining poorly performing and unresponsive boards and managements. A11 ot'these 
mechanisms ~nvol te more substantial costs, both financial and in terms of distraction and 
disruption of corporate functioning, than the occasional contested election which the Proposed 
Rules \\auld permit. 

The Triggering Events 

j4.e arc concerned that the shareholder access right laid out in the Proposed Ruleh would 
fall short of accomplishing these important goals because it would not allow timelv intervention 
b? shareholders. The proposed triggering events would interpose a delay ol'at least a e a r  and. 
111the case of an access proposal submitted under Rule 14a-8, a year and a half or more. Such ;t 

cleiaq ~voulcl reduce the utility of the access right and would increase the lilielihood that 
intervening events such as bankruptcy. stock exchange delisting' or-criminal prosecutions \~ou ld  
moot the access right for all practical purposes. 

Mi~nj, institutional investors rely to a large extent on a passive indexing strategy: wlicn a cornpan> ' s  stocl, i s  
tlelisted fj.un1 a national exchange it is dropped from any stock index ofwliich it was a component. 



Accord~ngly, \ve urge that the Commission establish a -fast track" to sharel~older acccss, 
perhaps with a higher ownership threshold. longer ownership period. or both, to permit 
shareholders to take immediate action where circumstances warrant without the occurrence of a 
formal triggermg event. Such a regime uould parallel the right pro\.ided by Rule 14a-8. mhich 
does not require a triggering event, and would not exceed the broad authority conferred on the 
Commission b j  section 14(a) of the Securities Exchange Act of 19%. If  a triggeling e l ent I:, 

necessary. we suggest that the Commission condition immediate acccss on a trigger e\ ent 
~rlvolving unambiguous, measurable misconduct such as certain kinds of Cornmlssion 
enforcement actions. financial statement restatements resulting from particular kinds of 
accounting fraud, or criminal prosecution of an officer or director for conduct related to his or 
her duties. 

With respect to the more deliberative track, assuming that triggering events are 
employed, the thresholds contained in the Proposed Rules create excessively high barriers to use 
of the access right. One proposed triggering event is the withholding of votes from at least one 
of the company's director nonlinees by holders of more than 35% of votes cast. An analysis b? 
the Council of Institutional Investors of a random sample of 2003 director votes at 308 
companies included in S&P's three major stock indices found only six companies-2% of the 
group-at which the 35% threshold was obtained. We believe that a withhold vote of 20% or 
more4 indicates profound shareholder dissatisfaction with a director and should provide the 
grounding for shareholder proxy access. 

The second triggering event in the Proposed Rules is the approval of a proposal seehng 
implementation of a shareholder access regime (a "Triggering Proposal") by a shareholder or 
group owmng more than 1% of the company 's stock for at least a year. Since a Triggering 
I'roposal would not bring about an access right unless approved bj holders of a majorltj7of ores 
cast. we see no reason to impose an additional obstacle bq limiting the si~b~nission of the 
Triggcring Proposal to 1% holders. An analysis of average holding:, of the 133 largest public 
pension funds indicates that it mould take no less than three of the largest funds and as manj as 
3 1 funds to reach 1% (see Exhibit). 

Some contend that this requiremeilt is necessary to deter ii-ivolous submission of a 
Triggering Proposal at well-run. high-performing companies. We are confident that shareholders 
~ \ould  be sufficientlq discerning to defeat Triggering Proposals under those circumstances. :\fter 
ail. shareholders would recognize that the shareholder access right entails costs, and would grant 
it onl> when they believe the benefits outweigh those costs. Institutional Shareholder Services 
has indicated that it would evaluate Triggering Proposals on a c'as'e-by-case basis, and woulcl 
subject them to rigorous analysis. There is thus no basis for the characterization of the 
Triggering Proposal as a "freebie" 11hose passage is assured. 

I hc i\lominating Shareholder or ( h u p  

The Proposed Rules restrict shareholders cllgible to include candidates on the ~11111p;111~ 
prouq \tatenlent to shareholders or groups own~ng more than 5% of a cornpan? ' s  stock for a 
period o f t w  >ears. We agree with the Commission that it is important to limit application of' 
the access right to substantial shareholcters or groups. However. we continue to believe that 1?6. 
the threshold we proposed in our letter lo the Conirnisslon i n  May. is sui'ficlentl~~ high t o  en:,~ire 

This thresllolcl. as well as any others contained in the final rule. should be calculated from votes cast. not shares 
outstanding. 



-
 ser~ousnessbut not so onerous that the rulc is not used. Especially in I~ght of the long lead tunes 
required bq the triggering events. and the need for extensive outreach to assemble even a small 
coalition. we believe that the proposed 5% threshold iq too high. 

Our analysis of public pension f~md  equity holdings indicates the great d~fficult! 111 
reaching the 5% nominating group requirement. inalcing the threshold nearl~ ~mpossible to attail1 
through public combinations. B! our estimates. the 17 largest public pension systems hold un the 
aggregate 3.8390ol'cach large cap stock (see Lxhibit). ?'he hat~onal  Coalition for Corporate 
Reforin also pointed out in its letter to the Commiss~nn, the comblned ownership of the 
California Public En~ployees Retirement System. the Califorma State Teachers' Retirement 
System and the New York State Common Retirement Fund--wIiich together represent one-th~rd 
of public pension fund holdings--exceeded 2% in only one instance out of their one hundred 
largest domestic equity holdings. Setting the threshold at 5% would require the participation of 
corporate pension f ~ ~ n d s  and mutual funds. which for a variety of reason-including conflicts of 
interest-have not been willing to engage in shareholder activism. For similar reasons. allou ~ n g  
aggregation is crucial to making a shareholder access right even remotely usef~~l ,  since only a 
few. non-activist institutional investors would meet the threshold by themselves. 

Nor is the 5% threshold necessary. as some urge. to reduce the danger that so-called 
-'special interest" directors. who aim to advance an agenda not shared by the bulk of a company's 
shareholders. will be elected to the board. Any candidate included in the companj prosy 
statement must be elected by holders of a plurality, and in a few cases a majority, of votes cast.' 
There is no doubt that the incumbent board would inform shareholders, at company expense, of 
its opinion that a candidate mias unworthy of their vote because he or she \vould pursue a special 
interest agenda. Voting patterns on shareholder proposals show clearly that shareholders \ w e  111 

Savor of proposals. lihe those deaiing with takeover defenses and a few other Issues. that the!. 
believe would enhance the value of a company if adopted, and vote d o w ~  proposals that appcar 
to be motivated bq a non-shareholder agenda. 

l i n i t  on Number of Nominees 

The Proposed Rules limit the number of nominees who can be included in the companq 
proxy statement, allowing only one nominee at companies with the smallest boards. While \ye 
agree that a shareholder access right should be designed to prevent its use to effect a change of 
control, we are concerned that a singlc shareholder-nominated director would be too isolated on 
a board to be effective. Therefore, we urge the Com~nission to perimt shareholders to include a 
minimum of tGo nominees, unless tmo would constitute a majority o r  the board. In any event. 11 

is simpler to allow shareholders to include any number.of nominees in the proxy statement that 
\~oulcI nuke up less than half of the board. 

[ndependeuce Standards 

We support the Commission-s proposal to require director nominees included in the 
cornpan? proxy statement to be independent from the compan! and to satisfy any listing 
htculclards vr other requirements applicable to the companj . But the proposed requirement tli,lt 
the nominee(s) be independent from the nominating diareholder or group IS  puzzling and. In OLII 

npin~on. unnecessarj 

Plurality voting presents no problems in the shareholder access contest not also present today, where it is possible 
t l ~ t~nulliplc candidates would vie for the same board seat by mounting independent proxy campaigns. 



Currently, directors with ties to a company-be they employment. familial or 
economic-are not precluded from serving as directors, pro\ided the conlpanq complies m ~ t h  
legal requirements and listing standards relating to boards and Ice? committees. The 
Commission's solution has been to gike shareholders the information they need to decide 
whether a particular nominee-s ability to serve effectively is compromised by relationships with 
or dependency on the company. Shareholder-nominated candidates should be on the same 
footing. 

Other Platters 

We encourage the Con~mission, when crafting the final rules. to ensure that liability 
concerns do not frustrate use of the proxy access right. We support the creation of safe harlwl-s 
under Rule 13(d),the federal proxj. rules and other securities laws and rules to protect 
shareholders seeking to exercise their access right from liabilitj . The Commission should applj 
these safe harbors to negotiated settlements as well, since settlements without actual election 
contests are likely to follow the adoption of an access regime. 

Finally, under the Proposed Rules, once a triggering event has occurred, the period during 
which shareholders are eligible to include nominees is two years. We are concerned that such a 
short period might cut short the time in which shareholders and the incumbent board could 
engage in informal dialogue and negotiation. Accordingly. that period should be increased to 
five years. 

We appreciate the opportunity to make our views Itnomn to the Commission 011 this 
reform of ma-jor importance to shareholders. 

' GERALD LIT.McENTEE 
International President 

enclosure 

cc: on. William H. Donaldson, Chairman 
Hon. Paul Atkins, Commissioner 
I-Ton. Roe1 Campos. Commissioner 
Hon. Cynthia A. Glassman. Commissioner 
Hon. Harvey Goldschmid, Commissioner 
Ciiovanni P. Prezioso, General Counsel 
.Alan L. Beller, Director. Division of Corporation Finance 



Exhibit 

Average Holdings of Public Pension Funds for Large Cap Companies 

1 Less than S25B / 106 / 0.003% to 0.08% 1 0.033% -. 1 
Summary: Most public funds hold a substantial portion of their positions through broad 
market indices. The size of public f~md ownership positions generally correlates to the 
asset size of the funds, according to our analysis of data from Wilshire Associates. From 
this assembled data. we are able In reasonably estimate public fund onxershp positions. 

Reaching the one percent submission threshold: Public f i d s  in excess of $50 billion 
can only reach a one percent ownership threshold through conlbination u ~ t h  at least t uo  
other public funds in excess of $50B. Seven public fi~iids exceed $50B. meaning that a 
$SOB fund must combine with two of the other six funds to reach one percent. 

Public fund5 smaller than $50B comprise the vast majority of public pension funds. Of 
the 123 funds in the Wilshire survey, 1 16 fall within this category. Ten f ~ ~ i l d s  fell in 
bet\\-een $25B and $50B. Eight of these fi~nds would be required to reach the one percent 
threshold based on their average holdings. These funds fall are among the 20 largest 
funds. r'ublic f ~ ~ n d s  below $25B, based on average holdings. mould require tar greater 
numbers in combination to reach one percent. N'e e5tiinnte that 3 1 such limds would be 
~~equircclto reach the one percent thresliold b a d  on their average Iiolclings. 

Reaching the five percent nominating threshold: 'The aggregate ownership of the 
avcrage holdings of the 17 public funds in excess of $25B fails to reach five percent. 
reaching a total of only 3.83 percent. ' lo reach a five percent threshold would require the 
17 largest public fimds. in combination with 36 f~tnds with assets less than $25B, to reach 
3 total of 5.018 percent. In other words, it would take a combination of 53 funds to attain . 

five percent. 

NIethodology: The companies reviewed for ownership le\ els were CalPERS' 5lx largest 
holdings as of 9OWOi. and each f~uid's indhidual holdings reviewed are as of 9'30J0?. 

The holdings of all of the f ~ ~ u d s  in excess of $50B were reviewed. Of the ten funds 
between $35B and $50B, the holdings of four were reviewed (Ohio PERS, Ohio STRS. 
Virginla RS. and Colorado PERA). Of the funds less than $25B. the holdings of two 
were reviewed (Kentucky Teachers and Missouri State Employees). 

-5ource: 1003 Wilshire Report on State Retirement Systems: Fundinr! Levels and Asset :-\llocatiot~ 
Appendix A. 


